
relatively high in the rural areas, then such a policy has
the undesirable effect of discouraging entry into these
areas by forcing the regulated firm to charge relatively
less profitable rates in these localities. That is, if prices
are the same in aU areas and costs are not, then holding
price equal to average cost guarantees that certain areas
will be unprofitable and, therefore, unattractive to en
ter. Consequently, the relatively large market share that
AT&T continues to enjoy in the rural areas may well be
the manifestation of regulatorily induced incentives that
discourage the alternative carriers from entering these
areas. 15 Thus, the existing policy may be preventing the
very entry that regulators require in order to justify elimi
nating this policy.

The instinctive rationalization that is supposed to jus
tify this policy is that it is serving to promote competi
tion by protecting the newer firms that have entered
the market from potentially aggressive pricing by AT&T.
This line of reasoning, however, fails to make the im
portant (indeed, crucial) distinction between competi
tion and competitors. The former is a dynamic process
whereby firms prosper or die according to the efficiency
with which they satisfy society's wants. The latter is
simply a group of firms whose managers mayor may
not be making investment and pricing decisions that are
beneficial to consumers. Thus, protection of firms (new
or old) invariably results in reduced, rather than in
creased, levels of competition. Once again, consumers
pay the costs of such protection by paying higher prices.

Moreover, such protection cannot be justified by ar
guments concerning natural monopoly. If technological
and demand conditions are such that the industry is
not a natural monopoly, then a policy that protects new
entrants by restraining the pricing decisions of the in
cumbent firm serves only to distort observed market
shares away from efficient levels, thereby raising indus
try costs. If, on the other hand, the industry is a natural
monopoly, then protection of new entrants also raises
costs and only serves to prolong their inevitable exit.
Consequently, the idea that regulation can, through pro
tection of competitors, create or promote competition is
completely without merit. The current policy of asym
metric regulation is economically indefensible whether
natural monopoly conditions prevail or not.

The above discussion indicates that, through a variety
of channels, asymmetric regulation serves to (1) hold
industrywide prices and costs at artificially high levels,
and (2) retard the rate of technological advancement.
The lack of competitive vigor, the inefficient investment
patterns, the potentially reduced rate of innovation, the
unnecessary expenditures on administrative processes,
and the overall protection of competitors all serve to
make long-distance services more costly and less tech
nologically advanced than they otherwise would be. This
policy imposes regulatory costs that far exceed those
required to deal with the perceived problem of residual
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monopoly power in the rural areas. As a solution to
this problem, it is, in fact, a cure that is worse than the
disease.

Why K9 Aren't Moving Ahead

Since divestiture has laid the structural foundation for
deregulation, and since asymmetric regulation is so
clearly flawed, the natural question that arises is: Why
has public policy stalled in its progress toward a more
rational approach? The failure of telecommunications pol
icy to abandon the current ill-conceived regulatory frame
work in favor of a more enlightened treatment of this
industry is attributable, no doubt, to a number of un
derlying causes. We have identified four that we believe
go a long way toward explaining the observed policy
inertia. We discuss each of these in tum.

The Ghosts of Deregulation

Efforts to loosen the regulator's grip on AT&T have
been largely frustrated by concerns that certain undesir
able consequences will follow deregulation. These con
cerns are due, in part, to natural fears that always sur
round change to a new and unfamiliar environment.
They are also due, however, to concerted efforts on the
part of those parties who stand to profit from a continu
ation of the existing regulatory system to conjure up
certain ghosts of deregulation in order to forestall any
relaxation of regulatory controls. 16

It has been threatened that two principal economic
ghouls will rise to haunt the deregulated long-distance
telecommunications market. First, it is argued that pred
atory pricing will be used by the historically dominant
supplier to drive its fledgling competitors from the mar
ket. And second, it is prophesied that the less-dense
rural markets will remain subject to single-firm supply
and be vulnerable to monopolistic exploitation for the
foreseeable future. It is then concluded that the current
system must be maintained as an amulet against these
dire visions of anticompetitive performance. Each of
these threatened spirits, however, is readily exorcised
with straightforward economic analysis.

First, it is extremely unlikely that AT&T would en
gage in predatory pricing in a deregulated environment. 17

This conclusion is based on several important considera
tions. First, the interexchange telecommunications mar
ket currently exhibits relatively easy entry and low sunk
costs. The same technological changes that have encour
aged new firms to press regulators and legislators to
relax entry restrictions have also provided the condi
tions necessary for potential competition to have a sig
nificant restraining influence on AT&T's behavior. 18 For
example, the introduction of microwave transmission
technology has reduced the overall costs of entry while,
at the same time, it has increased the geographic mobil-



ity of the fixed assets required to provide service to a
given market. Moreover, the ability of firms to lease
transmission capacity and resell this capacity at the re
tail stage provides an extremely low sunk cost option
for entry.19

Two implications fonow from the resulting absence of
significant barriers to entry. First, it is unlikely that the
profits needed to finance predatory efforts will be forth
comirtg from any market. Even irt those areas where
actual entry may not occur immediately, potential entry
will prohibit monopoly pricing. And second, even if
successful predation should result in the elimination of
all the firm's rivals from a given market, it will still fail
to generate the postexit profits that would justify the
predatory efforts. Even as the sole supplier, any attempt
by the successful predator to inflate price above the
competitive level will result irt the entry (or reentry) of
competing firms. Therefore, irt the presence of easy en
try, AT&T has neither the irtcentive nor the wherewithal
to practice predatory pricing.

Two additional considerations reduce even further the
likelihood that the predatory pricing ghost will material
ize. First, given the rapidly changirtg technology withirt
the telecommunications irtdustry and the correspondirtg
cost reductions, any remairtirtg hope of future profits
from predation by incumbent firms must be heavily dis
counted by the highly uncertain prospect that they will,
in fact, be realized. And second, predatory pricing that
is employed to eliminate competitors and obtain mo
nopoly status is a flagrant violation of the U. S. anti
trust laws. That is, a policy instrument already exists to
protect the public from this sort of behavior. 2o It would
be an extremely foolhardy strategy to employ in the
postdivestiture deregulated telecommunications indus
try, which can only be described as a fishbowl. With
consumer groups, regulators, academics, and politicians
scrutinizing every aspect of the industry's performance,
such behavior would be suicidal. Therefore, the current
incantations that threaten the emergence of the preda
tory pricing ghost must be viewed with considerable
suspicion as to their underlying motivation.

The second major ghost whose specter has frozen pol
icymakers into a state of inaction is the ghost of market
power in the rural areas. Here agairt, economic theory
indicates that the feared effect is illusory. As we dis
cussed above, the relative lack of entry irtto the rural
areas may well be a manifestation of the pricing policies
imposed by existing regulation; i.e., the observed pat
tern of entry may be due to cream skimming. If so,
then deregulation and the resulting movement toward
cost-based pricing will result in a broadened pattern of
entry.

Moreover, even if deregulation does not result in rapid
entry into the rural areas, AT&T would still lack the
pricing discretion necessary to engage in monopolistic
exploitation because of the absence of significant barri-

ers to entry.21 Where an alternative carrier has estab

lished a point of presence in a given area, any end
office in that area can be served simply by ordering
access from the local exchange company. No new phys
ical facilities need to be constructed to reach any cus
tomer in the area. In addition, there are no significant
barriers to prevent any carrier from establishing such a
poirtt of presence in any geographic area in which profit
opportunities arise. As a result, the disciplining force of
potential competition is strong, and even in those areas
where AT&T remains the sole supplier, significant mar
ket power will not exist. The rural monopoly problem is
simply another ghost that has been conjured up to haunt
efforts to deregulate the irtdustry.

Whining by Alternative Carriers

In addition to converting the regulatory hearing pro
cess into an economic seance, AT&T's competitors have
had considerable success irt forestallirtg the deregulation
of their major competitor by describing, ad nauseam, the
myriad problems they have faced in establishing a pres
ence irt the long-distance market. For example, a great
deal of mileage has been derived from the unequal ac
cess that these carriers have been provided by the local
exchange companies during the process of converting
their switching equipment to accommodate multiple pro
viders of the long-distance service. Due to the technical
features of this equipment, it was not possible to pro
vide non-AT&T carriers with access to the local network
that was equal in quality to that provided AT&T at the
time of divestiture. As a result, the new entrants have
experienced certain technical (though not insurmount
able) difficulties in achieving acceptable transmission
quality and in providing service to customers with the
older rotary dial telephones.

To moderate and, ultimately, alleviate this problem,
public policy has responded in two ways. First, the di
vestiture order and subsequent rulings have required
the local exchange companies to update their equipment
over time so that equal access facilities would be made
available to all long-distance carriers. A schedule of con
versions by the Bell operating companies was specified
by the court in the divestiture order, and the bulk of
the remairtirtg local telephone companies have received
similar instructions in later rulings. Thus, the problem
is beirtg resolved. Second, during the transition period
in which unequal access has remained a reality, regula
tors have attempted to counteract the economic conse
quences of unequal access by requiring the" local compa
nies to charge substantially discounted rates for the
nonpremium access provided these alternative carriers. 22

Thus, while AT&T has received superior access facili
ties, they have had to pay a higher price for them.

Despite these judicial and regulatory attempts to nul
lify the economic consequences of unequal access, how-
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ever, AT&T's competitors have vociferously complained
of the problems experienced as a result of unequal ac
cess in virtually every docket in which regulatory re
form has surfaced as an issue. 23 At the same time, it is
obvious from both the number of new entrants and the
remarkable growth in market share they have appar
ently enjoyed, that the problems these firms have en
countered have not been sufficiently great to prevent
them from competing successfully.

Because of this and a number of other difficulties they
have experienced, however, the alternative carriers have
argued that AT&T should continue to be subjected to
traditional rate-of-retum regulation. 24 The logical connec
tion between the problem of unequal access and the
conclusion that asymmetric regulation is in the "public
interest" is far from obvious. If valid, this line of rea
soning could be used to advocate rate base regulation of
any firm that enjoys some particular advantage in any
market whatsoever. For example, the firm that happened
to build at an advantageous location should be regu
lated while its competitors remain free of regulatory con
trols. Or the farmer whose grandparents happened to
settle on particularly fertile soil should be required to
file rate requests with the public service commission.
These and any number of other examples demonstrate
the logical fallacy involved in this argument.

The fact is that every complaint concerning the diffi
culties experienced by AT&T's competitors can be (and
has been) countered by a similar tale of woe by AT&T.
For example, this company has been forced to pay pre
mium access charges approximately 55 percent higher
than its competitors for the superior access connections
they have received. Moreover, AT&T has faced a pleth
ora of regulatory constraints on pricing, new service
offerings, service withdrawals, et cetera, that have not
been imposed on their competitors. To the extent that
regulatory bodies respond to such stories about the
unique problems encountered by individual firms in their
competitive struggles, the hearing process is transformed
into a whining contest, the winner of which receives a
favorable ruling as first prize.

The point is not which company faces the greatest
obstacles but, rather, whether this market is competi
tive. All firms in all markets carry certain advantages
and disadvantages with them onto the field of competi
tive play. All that rational public policy can or should
do is ensure that the field is level - not that all com
petitors have equal size and offer identical products (and
handicap those perceived to have some relative advan
tage). The ultimate goal is to see that the consumer is
served by the competitive struggle - not to ensure that
the score is tied at halftime.

The Perceived "Prudence" of Delay

An additional cause of public policy sluggishness is
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the perception held by many well-meaning policymak
ers that the prudent approach at the present time is to
do nothing. According to this view, deregulation should
be postponed until some of the uncertainties of the cur
rent state are resolved by the passage of time. Specifi
cally, two sources of uncertainty exist that superficially
appear to legitimize the "prudence" of delay. First, some
parties remain honestly unconvinced of the vigor of com
petition and are somewhat naive about the role that
regulation can play in promoting the growth of compe
tition. Regulators are presently faced with conflicting
arguments about the intensity of competition in the long
distance telecommunications industry. Parties seeking to
relax regulatory controls argue that competition is in
tense and that market forces are sufficiently strong to
ensure desirable performance on the part of all market
participants. Other parties, seeking to maintain the sta
tus quo, argue that, while competition exists, it is far
from perfect and that any relaxation of regulatory con
trols will lead to the exercise of monopoly power.

Regulators confronted with these opposing views and
inexperienced in the analysis of market power are, then,
uncertain about the true state of competition and are,
consequently, unsure of the appropriate policy action.
Frequently, the effect of such uncertainty has been to
freeze regulatory policy in its current state. This sort of
wait-and-see approach has been characterized by some
as being prudent. But while it is appropriate to main
tain regulatory controls until evidence of competition
exists, to label any policy delays beyond that point as
"prudent" is completely misleading. Such delays could
only be justified if competition carried no benefits and
regulation carried no costs. Since neither of these condi
tions holds, any delay in relaxing regulation in the pres
ence of competition imposes costs on consumers while
providing no compensating benefits.

Perfect competition is a theoretical ideal that is rarely,
if ever, achieved in the real world. The basic efficiency
properties of competition, however, are robust. That is,
real world markets that are subject to interfirm rivalry
that falls short of the perfect competition ideal tend to
perform efficiently nonetheless. This fact, in conjunction
with the significant costs of regulation, indicates that
rate-of-return regulation should be relaxed when mar
kets become workably competitive, which means that
significant monopoly power is absent. In situations
where rate-of-retum regulation is maintained in the face
of workable competition, the consumer is presented the
worst of both worlds. The benefits of competition are
denied while the costs of regulation continue to be im
posed. It is extremely poor public policy.

A second source of uncertainly that is causing a "wait
and-see" attitude is that, despite the preponderance of
policy measures which are predicated on the notion that
competition is in the public interest, there remains some
uncertainty about the long-run viability of competition



in the long-distance services industry. Specifically, some
commentators have argued AT&T should not be sub
jected to relaxed regulation, because they believe that
natural monopoly conditions still prevail in the inter
exchange telecommunications market. Whether the in
dustry is a natural monopoly depends upon the long
run cost structure of providing the various services in
volved in telecommunications. This cost structure is
extremely difficult to determine, given the present data
and tools of analysis. As a result, various authorities
who have attempted to empirically determine whether
this industry is still subject to natural monopoly condi
tions have reached conflicting conclusions. 25 We tend to
think, along with the majority of the students of the
industry, that the cost and demand conditions that pres
ently exist are fully capable of supporting a sufficient
number of producers for competition to flourish. If so,
then a policy of deregulation is dearly justified.

Suppose, however, that we (and a number of others)
are wrong. Suppose, for the sake of argument, that the
industry is a natural monopoly, that is, costs are, in
fact, minimized under single firm supply. Then, the cur
rent policy of asymmetric' regulation (where the firm
that formerly held the position of a regulated monopo
list is still regulated but is also subjected to competition
from unregulated firms that are allowed free and selec
tive entry) is totally indefensible on economic grounds.
To allow entry only serves to increase the total costs of
providing the overall service if the industry is, indeed,
a natural monopoly. Consequently, society suffers in
creased costs if entry is permitted under these condi
tions. Moreover, to allow such entry to occur in the
hope that, somehow, competition will be created is also
economically indefensible. Permitting selective entry does
not alter the underlying technology of supply, which is
the ultimate determinant of whether natural monopoly
conditions prevail.

Therefore, a policy of deregulation makes sense in
either case. If the industry is capable of supporting com
petition, consumers will benefit from improved efficiency
and reduced regulatory costs. If, on the other hand, the
industry is naturally monopolistic, consumers will ulti
matelv benefit from a return to single firm supply, which
can only happen if all firms are allowed to compete on
an equal footing. In the unlikely event that the latter
occurs, then regulatory controls (with appropriate re
strictions on entry) can be confidently restored.

The Self-interest of Regulators

If the modem theory of economic regulation teaches
us anything, it is that regulators have a definite eco
nomic incentive to regulate. The opportunities provided
by regulation to pass judgement on the pricing and in
vestment decisions of the firm(s) subject to the regula
tor's jurisdiction are valuable assets that will not be sur-

rendered lightly.26 Commissioner salaries, staff sizes,
perquisites, and postcommission employment opportu
nities are all enhanced by broadened regulatory author
ity. Consequently, while the various commissions re
sponsible for regulating the long-distance telecom
munications industry at both the state and the federal
levels have regulatory authority over other industries
- e.g., electricity at the state level and broadcasting at
the federal level - they are nonetheless likely to resist
vigorously any efforts to constrict the range of their
regulatory powers.

For regulatory officials to embrace deregulatory poli
cies, they must be convinced that the economic value of
the political support gained through such an action ex
ceeds the economic value of the regulatory controls for
saken. The fact that a number of state commissions have,
in fact, largely deregulated the intrastate long-distance
markets within their jurisdictions provides prima facie
evidence that this condition has been perceived to exist
in at least some locations. Moreover, the recent history
of the Civil Aeronautics Board and the Interstate Com
merce Commission (and, perhaps, the FCC) dearly in
dicates that proposals to deregulate an industry can arise
from within the regulatory agency itself. These first two
agencies, however, were infiltrated by noncareer regula
tory appointees and staff with a mandate to implement
deregulation policies. Regulators who anticipate a brief
tenure within the agency obviously would discount the
asset value of continuing regulation. Therefore, these
examples do not contradict the basic postulate that reg
ulators tend to favor regulation. 26

Deregulation is the public officeholder's equivalent of
a hostile takeover bid in the private sector. Regulatory
"management" is replaced by the invisible hand of mar
ket forces. And just as stockholder interests are used to
justify management resistance to a takeover, the "public
interest" is employed as a vehicle to justify continued
regulation.

Moreover, commissioners' resistance to deregulation
is likely to be reflected (or even amplified) in commis
sion staffs' positions. Public utility commission employ
ees are often career civil servants who have developed
technical skills in dealing with fairly narrowly defined
regulatory issues. In addition, staff members associated
with larger commissions tend to specialize in a particu
lar industry. In fact, some commissions organize their
staif along the lines of the industries they regulate, with
separate divisions for electricity, transportation, and tele
communications. The market value of the human capital
created by the regulatory process depends on the con
tinuation of regulation. 2B With deregulation, much of that
capital becomes unmarketable. Therefore, most commis
sion staffs are equally unlikely to champion the cause of
deregulation.

The opposition to deregulation found among regula
tory commissions and their staffs is not likely to mani-
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fest itself in overt ways. In other words, neither com
missioners nor their staffs are likely to openly oppose
deregulation on the grounds that their personal fortunes
are at stake. Instead, the reluctance to abandon regula
tory controls will generally be founded upon an ex
pressed concern that the public interest will suffer in
their absence.

This reluctance of regulators to deregulate is given
additional plausibility by the manifest imperfections of
competition itself. Real world markets do not typically
conform to the frictionless and perfectly efficient norm
of the textbook model of perfect competition. Of course,
the regulatory process is at least equally flawed; but
regulators tend to be far less aware of these imperfec
tions. In part, this myopia may be attributable to the
latter imperfections being far less visible. For example,
how does one measure the innovations, productivity
improvements, or price changes that would have taken
place had competition been allowed? In addition, regu
lators often have a strong political mandate to pursue
goals that may not be served by a competitive market.
Thus, the regulator's distrust of competition has its roots
in a complex mixture of social, political, and economic
incentives. 29

Moreover, contrary to the rather cynical impression
that one gets in reading much of the economic literature
on regulation, this expression of concern is, in our view,
not likely to be artificial, false, or insincere. Given the
complexity of the issues, the paucity of available infor
mation, the sometimes intentional obfuscation by op
posing parties, and the inexperience of regulatory offi
cials in wrestling with such abstract concepts as the
degree of competition and barriers to entry, the latitude
of ostensibly defensible positions is great. Under these
circumstances, even totally unbiased decision makers
could reach vastly divergent conclusions. But, given the
economic self-interest of the regulator, the most likely
outcome is one that involves a continuation of regula
tory controls. That is, self-interest does not directly dic
tate the decision but, instead, tempers the receptiveness
oi the regulator to the arguments that he or she must
confront. The end result, however, is the same - regu-

lators are generally opposed to deregulation. 30

Where *' Should Be GoIng

Telecommunications policy is currently in a state of
suspended animation, stalled halfway between regulated
monopoly and deregulated competition. This hybrid pol
icy, which we have referred to as asymmetric regula
tion, exhibits a number of undesirable features that all
serve to increase the prices paid for the long-distance
service. Thus, consumers lose under this regulatory
framework. At the same time, this system serves the
interests of two identifiable groups - the new firms
that have entered this industry and the regulators who
administer it. This coalition of advocates of the present
policy has so far successfully delayed the implementa
tion of significant deregulation.

Further progress probably will hinge on a number of
events. First, procompetitive legislation in several
states has forced regulatory commissions to confront the
issue of unnecessary regulation. Moreover, many of
these laws have specified explicit criteria for deregula
tion which are based upon the antitrust approach to the
evaluation of the vigor of competition; e.g., market share
and barriers to entry.31 Thus, legislative initiatives ap
pear likely to spur further deregulation, at least at the
state levels. 32 Second, the experience of those states that
have deregulated is currently providing strong evidence
to alleviate fears that deregulation will yield undesirable
consequences,

There has been no indication whatsoever that preda
tory pricing, exploitation of rural consumers, or other
feared results have emerged in deregulated markets to
date. Finally, the industry is experiencing important
structural changes that will serve to remove further
doubts that deregulation is in the public interest. As the
alternative carriers complete their network construction
programs, as AT&T continues to lose market share, and
as the provision of equal access nears 100 percent, any
vestiges of legitimacy for continued regulation quickly
disappear. The only question at this point is how long
the remaining regulators will be able to hold on to the
atavistic policy of asymmetric regulation.

Endnotes

'Judge Harold Greene. who presided over the antitrust case and
divestiture noted that "Once AT&T is divested of the local Operating
Companies it will be unable to subsidize the prices of its inter
exchange service with revenues from local exchange services or to shift
costs from competitive interexchange services." In light of this the
court concluded that "With the removal of these barriers to competi
tion. AT&T should be unable to engage in monopoly pricing in any
marke!.'" United States v. American Teleph. & Teleg. Co.. 48 PUR4th 127,
552 FSupp. at 172 (D.D.C. 1982).

~tate public utility commissions regulate intrastate long-distance calls
while the Federal Communications Commission regulates interstate calls.

3Recently, calls for deregulation of the long-distance services pro
vided by local exchange companies within their assigned areas have
arisen. See, for example. Fowler, d at (1986), in References [belowl.
There are, however, important differences in the structure through
which the long-distance services of the local exchange companies and
the interexchange companies are prOvided These differences, indud·
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ing ownership of the local exchange "bottleneck," suggest that deregu
lation should be considered separately for the local and interexchange
companies. Here, we choose to focus' on the latter, leaving the more
difficult analysis of the former to future research.

4See Brock (1982) for a description of the historical evolution of pub
lic policy toward the telecommunications industry. A brief review of
this evolution is also provided in Kahn (1984A).

5oy'hjs growing divergence in urban and rural market shares has been
verified in a number of studies performed in various states. For exam
ple, see "A Survey of Residential and Commercial Long Distance Tele
phone Customers in Texas," College of Business Administration, Texas
A&:M University, August 1986.

bAs we argue below, the market power that AT&T is thought to
possess in these regions is more apparent than real.

71n addition to pricing constraints there are equally important con
trols on the introduction of new services and pricing options. These,
too, vary from one jUrisdiction to another.



~ I<aserman and Mayo (1987A). . '
911 is not clear that a constraint requiring geographically uniform

rates is binding. That is, the firm may well opt for this approach In the
absence of any regulatory requirement to do so. Some eVldence. that
geographically uniform prices would prevail in a deregulated enVIron
ment is ottered by the current pricing patterns of firms that are not
currently subject to price regulations. These patterns, however, may be
influenced by the regulatory controls applied to AT&T. .
l~acAvoy and Robinson (1983) argue that observed entry In the

long-distance market has been entirely motivated by cream-skimnung
op rtunities created by the regulated pricing structure.
~aterson (1984, Chapter 8) provides a survey of the economic liter

ature on this subject.
I2A1fred Kahn (1984B, p. 13) has referred to the current situation as

the "equivalent of a Full Employment Act for microeconomists." The
same statement would apply to regulatory lawyers as well.

Bin this sense, participation in the regulatory process is much like
providing green stamps. If only one firm does it, its profits increase.
But when all firms do it, industrywide profits fall. Despite this
unattractive outcome, however, all firms are driven to participate in
the cost-raising activity. Unlike green stamps, however, participation
in the regulatory tug-of-war does not benefit consumers. Instead, it is
consumers and taxpayers that ultimately bear the costs of this diver
sion of resources from the market to the regulatory arena.

14Asymrnetric regulation appears to maximize the incentives to en
gage in rent-seeking behaVlor. For a survey of the literature on rent
seeking, see Tollison (1982).

15Landes and Posner (1981, pp. 975-976) emphasize the role that regu
lation plays in raising the firm's market share in certain areas: "Regula
tion may increase a firm's market share in circumstances where only
the appearance and not the reality of monopoly power is created
thereby. For example, in many regulated industries firms are com
pelled to charge uniform prices in different product or geographical
markets despite the different costs of serving the markets. As a result,
price may be above marginal cost in some markets and below marginal
cost in others. In the latter group of markets, the regulated firm is apt
to have a 100 percent market share. The reason is not that it has
market power but that the market is so unattractive to sellers that the
only firm that will serve it is one that is either forbidden by regulatory
fiat to leave the market or that is induced to remain in it by the
opportunity to recoup its losses in its other markets, where the policy
of uniform pricing yields revenues in excess of costs. In these circum
stances, a 100 percent market share is a symptom of a lack, rather than
the possession, of market power."

"'This discussion draws upon Kaserman and Mayo (1986).
17ln the economics literature in general, allegations of predatory pric

Ing - i.e., sightings - are viewed with considerable skepticism. This
is due to the fact that, in order for the strategy to be profitable, several
necessary (and rarely observed) conditions must be satisfied. At the
same ti~e, alleged sightings are not rare at all. This, of course, is due
to the (entirely rational) tendency for firms whose profits have been
reduced by the aggressive, yet legitimate, competitive pricing practices
of theIr rivals to attempt to enlist the aid of regulators to combat this
procompetitive behavior as well. Strategic use of false allegations may
be· hlghlv profitable, particularly where the enforcement agencies in
volved are ill-equipped to distingwsh legitimate from illegitimate claims.
Smce regulators are not generally well-versed on the economics of
predatory pnang, they are susceptible to self-serving threats made by
the alternative long-distance carriers that AT&T will engage in this sort
of behaVIOr If deregulation occurs.

'''<,.,t· Katz and Willig (1983) for a discussion of the entry conditions
In the long-distance market.

'''rhese resellers often utilize AT&Ts transmission facilities due to
the relativelv attractive prices available. This use, however, does not
prevent them from competing with AT&T for the revenues of final
consumers, because several alternative sources of transmission capacity
are avaJlable In most areas. An active and competitive wholesale mar
ket has ansen In this industry to supply the facility needs of these
nonverllcallv Integrated firms.

'''Although the dominant thinking among the antitrust authorities
and the courts IS that predatory :priang IS an extremely rare and un
hkely bUSiness strategy (which, in our view. is correct), the threat of
prosecution III the event it does occur remains present. This is espe-

cially true of a firm with the visibility of AT&T.
211t is interesting to note that Judge Greene considered, and dis

missed, the concern over monopoly power in the rural areas: "To be
sure, there are a number of routes for which AT&T is the solE'
interexchange carrier. However, several of these routes serve sparseh'
populated areas and appear to be only marginally profitable. On the
other hand, should it tum out that AT&T is nevertheless charging
monopoly prices, then, following divestiture, market forces should fairly
rapidly remedy the situation: because of the elimination of entry barri
ers, new entrants will be attracted to these markets, and prices, in
tum, will fall to their competitive levels." United States P. American
Teleph. & Teleg. Co., 48 PUR4th 227, 552 F.Supp. at 172 (D.D.C. 1982).

22lt is possible to conceive of a differential charge - either a pre
mium to AT&T or a discount to the alternative carriers - which is
exactly equal to the opportunity cost associated with premium access
connections. TIle ideal way to determine the value of the premium
access would be to open the rights to the premium access to competi
tive bidding. In this way a competitive market is maintained despite
different quality of inputs across the various competitors. Such an
auction would be akin to the process by which farmers bid up the
price - i.e., pay a premium - for higher quality land. Unfortunately,
such an auction is not technologically possible in the case of telecom
munications. As a result, the FCC has relied on a combination of
industry comments, economic analysis, and seat-of-the pants judge
ment to determine the access charge differential. Whether the differen
tial has been set at the conceptually correct level is a matter of on
going debate. Nevertheless, the expressed goal of setting the differential
was "to ensure that an appropriate competitive balance is maintained
during the transition." (FCC Memorandum and Order, CC Docket No.
78-72, Phase I, Adopted July 27, 1983, p. 52.)

Drhe list of specific complaints that the alternative carriers have raised
is quite long. It stands as testimony to the imaginative capabilities of
these firms and their counsel in devising arguments that ostensibly
warrant a continuation of regulatory controls over AT&T. For an exam
ple of this, see the Joint Petition for Expedited Rulemaking, GTE Sprint
Communications Corporation et.al., before the Federal Communica
tions Commission, June 17, 1985. This document has been aptly dubbed
the "whining petition."

24MCI Telecommunications Inc., recently reversed itself on this issue,
at least at the federal level. See Schwadel (1987). The company's ex
pressed concern was that the FCC has been forcing AT&T to reduce its
interstate rates more rapidly than the firm would choose to do if de
regulated. Apparently, the threat of what might be termed "predatory
regulation" exceeds the fear of predatory pricing by AT&T. Opponents
of deregulation, who interpreted MCl's earlier opposition to the relax
ation of regulatory controls over AT&T as evidence that predatory pric
ing would occur, now interpret their endorsement of deregulation as
evidence that umbrella pricing will follow. The upshot is that, regard
less of MCl's position, it is viewed by regulators as evidence of a need
for continued regulation.

25j;or example, compare Phillips (1982) and Evans and Heckman (1983).
26For the seminal works that develop this view, see Stigler (1971),

Posner (1973), and Peltzman (1976).
27The economic theory of regulation also explains why someone who

is allegedly representing consumers before the regulatory body - e.g.,
a state's Office of Consumer Counselor the Consumer Federation of
America - might advocate a continuation of regulatory controls under
circumstances in which deregulation is likely to result in lower prices.
Under these conditions, the representative of the consuming public is
placed in the awkward position of either doing his or her job, and
thereby losing it, or failing to do the Job and thereby keeping it.

28For example, one highly skilled in the administration of the arcane
Separations and Settlements procedures would likely have a hard time
marketing this talent in the private sector.

2'1<ahn (1971, Chapter 7) discusses these issues.
:!OJn the public sector, one often encounters "cautious dereguhtors,"

the definition of which is a person who favors deregulation but not
within his or her own lifetime.

31Kaserman and Mayo (19875) surveys various states' approaches to
the analysis of market power in the intrastate long-distance business.

3"Quite the opposite situation appears to exist at the federal level.
The U. S. Congress has been a major obstacle to the deregulation of
interstate calls.
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"noodomiDant" firms) • while retaining more stringent regularary controls over firms that had

"substantial opportunity and iDcentive to subsidize the IateS for more competitive services

with revenues obtained from its monopoly er Dear-monopoly services." (the "dominant"

firms).3 acarly. then, the classification decision was to hinge on the degree of market

power held by the various firms under the FCC'. jarisdicIioD.

This clusification of iJlIaeEbIDp CCIIDp'Dies iBID cbniDlllt er JKWkxninant

cau:1Qries bu bid subltlmiw impIicadoDs far the depee of regularary comrol of the firms in

this industry. Specifically, fer finDs foUDd to be noncSnmjMn~ the FCC bu reliDquisbed

vinually all dRct: regularary comrol over pricing and invesUDeDt decisions." In CODttast,

where a firm is classified as dominant, the ex1eJlt of regularary control is considerably greaICr.

Indced, for the sole inaerexchange company classified as etomiDlllt-AT&T-complece me-of-

return regulation was imposed until 1989. Although a price-cap regulatory scheme was

enacted for AT&T in that year. this finn continues to be uniquely classified as the sole

"dominant" carrier in the interchange marketplace. And, on the basis of that classification,

there continues to be a substantial asymmetry between the regulatory controls applied to

AT&T and its competitors.'

3 Federal Communications Commission, First Report and Qrds. CC Docket No. 79-152, p.6.
Elsewhere in the same Report and Order. the Commission iDdica1eCi that carriers would be
classified "as dominant or non-dominant depending upon their power to COI11JOI prices" (p.IO).

.. Indeed, the FCC went so far as to abaDdon the requirement that ilondominant finDs file
tariffs with the Commission. This decision was. however. recently found by the Supreme Court
to violate the Federal Communications Act of 1934. which requires the filing of such tariffs for
all telecommunications companies providing interstate services.

S This lS)'DDDCtric regulation has been severely criticized. See Kaserman and Mayo (1988).
Others. e.g.• Shepherd (1993) have defended the pe:rpelUalion of the current framework.
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regulatory decisions and legislative proposals ranging from relaxed regulation of this firm to

removal of the MFJ resttiction on enDy by the Bell Operuing Companies (DOCs) into the

interLATA markeL No other question is likely to ba~ u profound an effect on our public

policy toward this indusay in the coming years.

To date, however, vinuIlly all eval"arims of AT&T's marbt power ba~ been based

upon a IDCR~-less nditioaaJ antiuust analysis fA Ibe mubt SIriJcIure within which this

firm operaaes.' That is. these eva)"lrions haw relied upoa evidence penaining to such

sttuetural chanc1aistics as IDIIbt sbare aDd ballim to may to IaCh judpnentally-based

conclusions about the =11= of CODII'OI over price that AT&T is likely to possess in a

deregulated environmenL To a larp: decree, the substantial differences of opinion that ha~

emerged may be traced to different implicit weights that the individual economists and

regulatory agencies have attached to these various structural anriburcs (e.g., market share

versus entry conditions) and divergent expectations with respect to the likelihood of concerted

action on the part of firms in this indusDy.

A more modem empirically-based approach to the evaluation of market power,

however, bas emerged in the economics literature OVCl'the past dccade.9 Several allCmative

economettic techniques have been introduced to estimaIe the extent to which individual firms'

output decisions influence market price. Implementing one or more of these techniques can.

under certain conditions, yield an estimate of the price elasticity of the individual firm's

8 See, e.g., Kasennan and Mayo (1988); ShepheId (1993); Porter (1993); Hall (1993); and
K.ascrman and Mayo (1994).10 a different vein. Ward (1993) provides an econometric appaoach.

9 See, e.g., the papers included in the issue-length conference on "Empirical AppIOICbes to
Market Power," Journal of Law and Economics Volume 32 (October 1989).
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The paper is organized as follows. First, given the pou:ntial for confusion stemming

from alternative meanings of the tenD "dominant," Section nprovides a clarification of the

alternative uses to which this term has been put. Next, in Section III. we describe various

conceptual considerations related to formulation of the empirical model. In Section IV, we

provide • description of the data aDd praeDt our esrimama results. The residual demand

elasticity estimates aDd market power c:aJc:q1.rioas are dIeD~ aDd interpreted in Section

V. Section VI plUeDts our empirical results coaccmiDg the tICit collusion issue. FiDally, we

conclude the paper with Section va

n. Alternatiye Meaninn of the Word '1?nmiD!!!t"

Deba1es on any topic 1ft ill sem:d by the use of imptecise lanpage, and debates

about technical issues such as market power 1ft panicularly difficult to resolve when

participants implicitly employ different definitions of a common term. This problem of

divergent definitions has plagued discussions involving use of the won! "dominant" both in

the economics literature and public policy forums for many years. Moreover, because the

term "dominant" has become a cornerstone of telecommunications policy over the past

decade, it is important to establish a clear definition of this word at the outset.

Although the term is generally understood to apply to a fum that is large relative to

the other firms in the market, there is a distinct diffcmu:e of opinion about what this

comparative size implies about the degree of control the fum labeled as dominant is able to

exercise over market price. Specifically, two groups of analysts have attached very different

meanings to this word. One group equates the phrase "dominant firm" to a producer that
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The dominant firm takes the anticipated n:actiOD of the frinae into account in making its

pricing decisions, but the frinae fails to iDcarporale the dominant firm's reactions in their own

output choices. In a purely oJigopolistic iDdusuy, however, there are comparatively few

industry participants (each holding a rc1aJively larp IDalket share). Under such

drcums1aDces, true mutual iDla'dcpeadeDce is Ubly to be JRSCDL .Accordingly, all firms

anticipa1e aDd respond to me expccu:d ICIioas aDd mICIioDI of rival poducc:rs, aDd, as a

result, snaegic or game 1heoretic consideraDoas beoome a c:emra1 feamre of modeling

behavior in IbeIe iDdustties.

More importantly, as Saving (1970) aDd l.andes aDd Posner (1981) have shown, in the

DFJa' model tbcre is DO AJIi5Ii presumption of significant martet power on the pan of the

dominant firm. Ramer, die eX1ent of coatrol this firm exercises over price in this model is an

open question, where the answer hinges not only on market share but also on market demand

and fringe supply elasticities. Thus, while both groups apparently agree that, to be classified

as a dominant finn. a producer must have a relatively large market share, they disagree on

whether that share necessarily implies economically significant market power. In this paper,

we employ the second, less pejorative definition. We will assume that AT&T is a dominant

firm in the sense of the DFJa' model and examine empirically whether it holds significant

market power (i.e., whether AT&T is "dominant" under the alternative definition.)

m Conceptual Considetations and the Empirical Model

What Bresnahan (1989) labels the "new empirical industrial organization" (or NEIO) is

largely concerned with estimarlon of econometric models of individual industries for the
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requires identification of exogenous variables that shift one firm's marginal costs without

affecting the costs of other films in the iDdustty. Firms competing in the long distance

market, however, all purchase essentially the same set of inputs It roughly equivalent

prices.I7 Consequently, AT&T has not experienced the son of cost shifts that would allow

identification of its residnlJ demand cane fiom the available data.1• ADd second, because

of continued IepJadoD of this firm' pricing deciliaas, it CIDDOt be usumed that the company

is located at a profit-muimiziDg equilibrium over the ample period.l~ As a result, the

first-ordel' CODditiOll dw provides the tbeoreticalliDk for coanecting residual demand

elasticity to the Lerner index is unlikely to be ptisfied here.

Therefore, both the nature of this indusuy's daIa IDd coaceptual difficulties caused by

continued IeguJlDon Jft~t us from direct estiD'llDon of AT&T's residual demand curve. A

17 In the period i!111JM'diately following diVestiture, access to the local exchange carriers'
nerworks offered to AT&T's competitors was inferior in quality to that provided to AT&T. Under
FCC and state public utility commission rules, a discount for this inferior access, gene:rally equal
to SS percent, was applied to the "DOD-pramum" access purchased by AT&T's competitors. This
created a cost asymmeay between AT&T and its competitors. Under the "equal access"
provisions of the Modification of Finalludgment, however, the BOCs now provide equal access
arrangements in the overwhelming prepoaderaDce of their exchange offices. As a result, the
prices paid for access by the VIrious intereXChange companies has CODverged rapidly over time.
Given the widely available supply of the other inputs necessary to provide long distance service,
no other sources of cost differences or cost shifts that ,uniquely affect AT&T can be identified
that would permit an "off-the-shelf' estimation of the residual demand curve along the lines
identified by Baker and Blesnahan (1992).

18 The absence of these necessary cost shifts and the lesulting inability to estimate lesidual
demand directly in this iDdustty are alluded to in Taylor and Taylor (1993, p. 189). Here, these
authors state that: It ••• we Were unable to estimate individual-firm elasticities. These results may
be due to poor price data and limited independent variation in those data for AT<iT and its
competitors ..."

19 Empirical evidence sugests that continued JelItively stringent legulation of this firm bas
caused it to charp higher taleS than it voluntarily selects UDder more relaxed regulation. See
Mathios and Rogers (1989) and Kaestner and Kahn (1990).
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widespread adoption of fiber optic transmission facilities. Such increased homogeneity is

evidenced in the marked convergence of the prices cbarpd by the various competitors since

divestiture.22 Given this close CQlrespoodence between the assumptions of the DF~

model and the strUctural auributcs of the industry, utilization of this model to evaluate

AT&T's market power seems 10 be alOUDd appao-=b.23

Given the DFICF model, the residuel etemancI curve faced by AT&T is Ji~n by the

total market demand curve minus die collec1ivc supply CUI'YC of die compelitivc frinae, i.e.

Q~I') • Q,J.I') - Q,(I'),

where P is the price of lonl distance service, 0An<P) is AT&T's n:sWuaJ

demand, OM(P) is market demand, and Qp(P) is -fringe supply. Due to the price-takinl

(I)

behavior exhibited by fringe producers, Qp(P) is given by the collective marginal cost curve

of these firms. As shown by Saving (1970), equation (1) may be manipulated to obtain the

dominant firm's residual demand elasticity as a function of three underlying St1Uctura!

parameterS:

where llA1i' is AT&T's residual demand elasticity,1'\M is the market demand

22 Evidence of such convergence is provided in Kaserman and Mayo (1994).

231ndced, the framework adopted here inc:reasinI1Y appears to constitute the theoretical
underpinnings for the development of federal regulatory policy. For instance, in the recent FCC
order eliminating price regulation of the commercial long-distance services of AT&T, the
Commission relied upon virtually all of the DFICF cria:ria.. See Repon and Or.r (CC Docket
No. 93-197), Released January 12, 1995. Qur approach, then, is perfectly CODpueDt with the
evolving federal reJulatory policy. Whereas the Conmrission bas to date relied upon qualitui~

indicators, we are able to provide quantitative measurement of the degree of market power.
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access tends to reduce the costs of fringe producers providing long distance service. Hence.

we expect aPpIaEA < o.

Fmally. because fringe supply ii expecred ciIber 10 slope upward or to be borizontal.

ap~ I!: 0 should bold It is this 1ut parame_. of course. dw is the primary focus of om'

aaentiOD, beaUIe it I'e'Yea1s the ability aDd wiUiDpea eX AT&T's .competitors to enter and

expand in respouse to IDY lDempted price iDcn=ues. That ability. in tum, is a primary

de1ermiDInt of AT&T's IIIIrket power. The closer this pmmeII:r is to zero (Le•• 1bc more

elastic is fringe supply). the lower II'C bIIric:n to eDlIy IDd expIDSiOllIDd, thercfCR. the

greater the intensity of potential competition. Conversely. a large positive coefficient on CJF

would indicate a relatively inelastic fringe supply with compuativcly ineffective porcntial

competition.

Turning to the inverse market demand function for long distance service. we specify:

P .. PJ.QII' PL' PHONE, PBONF.fQ, ~ D), (4)

wbere C4I is the market quantity. PL is a n index of real prices for local telephone service.

PHONE is the number of U.S. bousebolds that subscribe to telephone service. PHONESQ is

the square of PHONE. Y is real per capita income. and OJ is a vector of three quanerly

dummies. We expect market demand to slope downward. We expect increases in the price

of local telepbone service to reduce the demand for long distance service due to the

complementary nature of these produets.U We expect increases in bousehold subsaibersbip

24 Hausman. Tardiff. and Belinfante (1993) rcpon empirical evidence of sucb
complementarity.
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TABLE 1

IDIeJsIaIe 1Wi1Cbed ICCeII mjn.es of 111 kma diIrIJR
CIIIieII

Rat cawaucr pice Iadex lor JacIl...IeI'Vic:e
(1912 • 1984· lexJ>l

~ of bauIetINdI wiIb tdqrbone .mce. meuurcd
iDmiIIicg

PHONE • PHONE
- ... IWi1cbed ICCeII mi.d. by c:anicII GIber IbID
AT&T

Ral price of ual aa:as ctaaraa per amerIIIicD
miNJtr2

(2)

(1)

(1)

(2)

(1)

(1)

(2)

(2) &Jti'dq of Corgmynieations CpmmOll Carriers. FCC 19910992 editiop.

(3) Ecggpjc Report of Jbe Pmjdrg. 1915-1994 editions. United 5...
~IWIeiIlPriDIiD& Office. WIIbinpoD.

1 PL is caIculaIed by deflating die nominal mntIuw:r price index fer local telephone service
with the consumer price index far all aoods and scrvic:es. .

2pA includes originating cmier common line charges, u:munaring cmier common line
charges. and aaffU: sensitive cbaIJes. NOIe also that PAis calcu1alal by def1arinl nominal access
charges with the implicit price deflator.

3 Real prices are caIculaIed by etef]arinl nominal prices with the implicit price det1aJm.

4 Real per capita iDcome is caIculaIed by dividiDl nominal per capita income with abe
implicit price deflaror (1982 - 1).
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Results obtained &om estimating the frinac supply curve in linear form with tw~stage

least squmes (2SLS) are I'epOIUd in Table 2.25 These ~ts are very encouraging. The

explanarory power of the model is quite high. aDd all cocfficicncs aaain the expected signs.

Moreover. all paraJDCICrs are swistically significanL The positive sign on the coefficient of

Qp iDdicaleS an upward-slopin, frinae supply. The positive sip oa the coefficient ofPA

sugests that frinac supply shifts bIckwIId with iDcreues in ICCCSI cblqes. The negative

sign auacbed to the coefficient of EA CODfirms our expcctllioD that the provision of equal

access increases fringe supply.

Most impoIwlt, the 2SLS results produce a frinae supply elasticity estimate of 4.38 at

the sample meaDS. Thus. our results suggest a large supply respollJC to a price change on the

part of fringe firms in this industry. This fiDding. in tum, is consistent with prior UJUIDCDts

that have posited an absence of signifiCant barriers to entry and expansion in this industry.26

Next, Table 3 repmts our estimation results for the interstalC long distance

telecommunications market demand function using 2SLS.27 Here, too. the results appear to

be quite reasonable. The model exhibits considerable explanatory power, and all

hypothesized coefficient signs are obtained Moreover, all coefficients except the second-

quaner duumy are significant at the .05 level or higher. These results confirm a downward-

25 The model was also estimated with three-stage least squares (3SLS). Because the 3SLS
results are virtually identical to the 2SLS results, we report only the laacr here.

26 Katz and Willig (1983), Porter (1993), and KascnDan and Mayo (1988) have made such
arguments.

27 This equation is also estimated here in linear form. A double-log specification was
estimated as wen. but the results arc essentially tbe same as thole zqxJItCd here. Additionallyt

the equations were estimated using three-staac least squares, with DO substantive changes from
the results I'epOIUd here.
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of appl'OxhDltely 62 percent, while Haring IDd Levilz (1989) report that AT&T's slwc of

iDdustty usea is equa!1O 40 percent.

Thus. given these two alternative values of SATJ't we can substitute the estimated

values of £p and 11M into eq. (2). 1bese substitutions yield values of AT&T's residual

demand elasticity of -3.48 IDd -7.81, for the OU1pUt-bued IDd ClplCity-bued IDII'ket shares,

respectively. Tbe couuponding values of the Lemr::r iDdex, then are 0.29 IDd 0.13. Given

that the tbeoretical ranp of the I..c:mer index is from m'O 10 UDity, the reJalively low values

of these emma1eS sugest that AT&T bas DO sipificut market power in the pricing of long

disWlCC services.3O

These figures, however, are somewhat difficult to intelpl'et in isolation. To gain a

better perspective OIl wbat these numbers imply, it is useful 10 compare them with similar

estimates for other industries. Two recent studies provide a basis for such comparison. FIrSt,

a paper by Hall (1988) repons estimates of the ratio of marginal cost to price for 26 U.S.

industries. He labels this ratio 8. Given the definition of the Lerner index, A., and the

definition of 8, Hall's estimates can easily be transformed into esbma1eS of the Lerner index

for these indusaies. Specifically, A. =(P - MC)IP =1 - 8. Table 4 reports the results of this

simple transformation of Hall's estimates along with the corresponding estimates of the

implied residual demand elasticities.

(1987, pp. 7-8) argues that a capacity-based share is more meaningful in the long distance
telecommunications market

30 Interestingly, Ward (1993) uses an alternative econometric model and ~nt data to
quantify the magnitude of AT&T's own-price elasticity and its associated Lerner index with very
similar results to those reported here.
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Comparing these estimates to our estimates far AT&T, we find that, relative to

industries such as Paper aDd Allied Products, CIemicals aDd Allied Products, aDd Elc:c:trical

and Electronic Products (none of which are price repla1ed), AT&T possesses rematkably

little market power. The mean value o( our Lerner index estimarcs (or ATciT is 0.207, while

the mean of die 22 jndllsaiel far which HaU'. emmates fall wilbin die theorerically

acceptable range [l.e., for wIDch 0 $1 < 1) is 0.62. Thus, 011 averaae. our estima1l:S suggest

that AT&T holds submmially less market power &ban exists in dae cxber iDdus1ries.

Moreover, the maximum es1ima1c of 1 we obtain for AT&T is 0.29. This value is below

every single industry in Hall's sample except one (lnstruIDents Related Products) that

generated a Lerner index value within the acceptable range. Thus, relative to these other

industries (all of which are umegu]ated), AT&T appears to face very effective competition.

Finally, Bresnahan's (1989) survey o( prior empirical studies o( market power in

individual industries (examples of the NEIO) presents a table summarizing the Lerner indices

estimated by various authors (Table 17.1, p. 1051). That table is reproduced here as Table 5.

Almost a dozen industries ue· represented. The range of estimated market power is quite

broad, with the Lerner index ranging from a low of 0.025 to a high of 0.88. Nonetheless, our

estimates of AT&T's Lerner index clearly fall toward the low end of the repaired indices.

The mean Lerner index in Table 5 is 0.296, which is slightly above even our maximum

estimate for AT&T.

Thus, this comparison also suppons the conclusion that, relative to other firms in the

U.S. economy, AT&T possesses very little market power. While it may be a dominant firm

in the theoretical sense envisioned in the DFICF market model, it is not dominant in the sense
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used by regulalors for classification purposes.

VI. A Test for Tacit CoUmm

An issue that is closely reWed to the OIlaoin' concem about the dearee of unilateral

market power held by ATilT is wbetber abe loa, distaDce indgsrry bas recendy evolved into a

tacitly collusive otiJOPOly cbInIcraized by price JeIdenbip IIId liable market shares amoD,

the three larpst firms. Proponents of chis IIlament poiDt to two recent developments to

support the inference of tacit coBusion.31 First. beJinniDI in 1989. at the same time the

FCC a.bcred the way in which it rcplalcs AT&T from lrIdiIioaallale-of-rcturn controls to

price caps. AT&T's market share bepn to stabilize on a minu~s-of-use basis. ADd second,

in 1993. AT&T umounced its first pricC increase since divestiture. and MCI aDd Sprint

apPeared to follow those increases. While neither of those events. either alone or in

combination. is theoretically sufficient to support a claim of tacit collusion. both are

conceivably consisu:nt with a general decline in the intensity of competition in this

industry.32

A complete usessment of this issue is beyond the scope of this paper. Nonetheless.

given the econometric model presented above, it is possible to develop a simple empirical test

of the tacit collusion argumenL Such a test focuses on the slope of the fringe supply curve in

31See, e.g., "Affidavit of Paul W. McAvoy" in the Disttiet Court for the Disttict of Columbia,
United States of America v. Western Electtic Company, Inc., and American Telephone and
Telegraph Company. June 22, 1994.

32 At the same time. they are also~ consistent with other explanations based upon
competitive market performance.
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(6)

(7)

Substitutin, equations (6) IDd (1) into equadoa (5), we have

(I)

If tacit collusion emerpd in this iDdnstry in 1989, dIeD the shift parameu:rs 8t and/or al

should be statistically significant.

Table 6 repoIts the results obtained &om estimating equation (8) with 2SLS.33 Both

of the estimated shift parameu:rs are insignificant. MoreoYer. none of our prier results are

materially altered by the inclusion of these variables. Therefore. the empirical evidence fails

-
to suppon the claim that tacit collusion has emerged in the long distance telecommunications

industry. We can detect no significant change in the supply response of the competitive

fringe firms in this market since the introduction of price cap regulation that would indicate

any lessening of the intensity of competition faced by AT&T.

Vill. Conclusion

At divestiture. considerable debate emerged concerning the long-nm viability of

competition in the long distance telecommunications industry. In the decade since divestiture.

33 Both Qr: and CeQ, an: tteated as ript-band eDdopnous variables in this estimation. Tbe
model was also estimated with three-stage least squares (3SLS). Because the 3SLS results an:
vinually identical to the 2SLS results, we rcpon only the laacr.
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that debase bas continued unabated and bas recently been invigorated by the BOCs' appeals to

be allowed to reenter the interLATA long distanee market and their claims regarding the

intensity of competition in that markcL To date, however, the arguments presented have

proceeded primarily OD Amimi theoretical pounds pertaining to conditions of natural

monopoly aDd larply JSl h2£ lIUllyses of die emcrpg saucmral c:.baracu:ristis of the

industry. While evidence of this namre is valuable in lnr:mptiq1D Jesolve this imponant

public policy issue, it is imporW1t to aaempt 10 corrobonll: such information with empirical

studies as the requisice data become available.

In this spirit, we have employed the DFICF model to estimate both fringe supply and

market demand elasticities in the inu:rswe long distaDce 1elecommunications markeL We

have employed the resulting elasticity estimates along with prior infomwion on AT&T's

market share to calculate empirical estimates of AT&T's market power. Our estimates

indicate that AT&T's residual demand elasticity is between -3.48 and -7.81. resulting in

Lerner index values between 0.29 and 0.13. respectively. Comparison of these values with

prior Lerner index estimates for firms in other industries suggests that, relative to these other

(unregulated) industries. the long distance market is highly competitive.

Additionally. we were ~le to modify the model to examine the recent allegations that

the competitive performance in the long~stance marketplace bas been compromised by the

emergence of a tacitly collusive pattern of price leadership. Specifically. within the concext

of the model examined, suppon for such a claim may arise from a dimunition in the elasticity

of supply of competitors to AT&T. An empirical test of the data reveal no such change in

the propensity of competitors' responsiveness to price and profit opportunities in the
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assessment of me benefits and costS of~ restraints. Wbile a complete assessment of

those benefits and costs is beyond the scope of this paper, the clear evidence to emerge in

this paper that the long distaDCe market is effectively competitive suggests that the benefits, if

any, from additional entry into the inll:rexchange business are likely to be very limited. At

the same time, the risks of monopoly Jew:ragin, (that have been documenlCd elsewhcre~

impose costs of raDOving the current MF1 tiDe-of-busincss lestticdoos. Accordingly, our

JeSuIts sugest that the restrictions be maintliDed until such time as the IDODOpOly power

which provides the fulcrum for monopoly leveraginl is eJjmjnaled.

34See Kasennan and Mayo (1993).
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